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SUBJECT: Excl usi on/ Enpl oyer - Provi ded Medi cal |nsurance Benefits/Includes Donestic
Partners

SUMVARY OF BILL

This bill would extend the exclusion of enployer-provided health insurance
benefits received by the taxpayer for the benefit of the taxpayer’s spouse or
dependents to the taxpayer’s donestic partner or donestic partner’s dependents.
This bill would also allow a taxpayer to deduct, as an item zed nedi cal expense
deduction, the nedical expenses of the taxpayer’s donmestic partner and the
domestic partner’s dependents.

SUMVARY OF AMENDMENT

The bill, as originally introduced on February 25, 1999, woul d have provided for
the exclusion fromgross inconme of anmounts received under a enpl oyer - provi ded
acci dent and health plan by an enpl oyee for reinbursenent of nedical expenses
paid by the enpl oyer for nedical expenses of the enployee's donmestic partner. As

originally introduced, the bill also wuld have defined “donmestic partner” in the
Personal Incone Tax Law (PITL). The bill, as introduced, was not anal yzed by the
depart ment .

The anendnent woul d expand the gross inconme exclusion of enpl oyer-provided
heal t hcare i nsurance benefits to include benefits received by the taxpayer
covering the taxpayer’'s donestic partner or donestic partner’s dependents. The
anmendnent al so would all ow the taxpayer to deduct the nedical expenses of the

t axpayer’s donestic partner or the donmestic partner’s dependents. The anendnent
al so renoved the domestic partner definition fromthe PITL and defines a donestic
partner by reference to Section 297 of the Fam |y Code.

EFFECTI VE DATE

As a tax levy, this bill would be effective for taxable years begi nning on or
after January 1, 1999.

SPECI FI C FI NDI NGS

Under federal and California |aw, a taxpayer may deduct as an item zed deduction
medi cal expenses that are not reinbursed by insurance or otherw se and that
exceed 7.5% of the taxpayer’s adjusted gross income (AG). Medical expenses

i nclude anmounts paid for diagnosis, mtigation, treatnment, or prevention of

di sease, or for the purpose of affecting any structure or function of the body.
Medi cal care also includes the cost of certain travel and | odging to obtain the
medi cal care, accident and health insurance, eligible |long-termcare insurance,
and prescription drugs.
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The taxpayer al so may deduct the cost of capital inprovenents (e.g., elevators
and swi nmm ng pool s) that exceed the value the inprovenent added to the property.
Capital inprovenents nmust be recommended by a qualified physician.

Long-term care insurance contracts (LTCIC) qualify as a nedi cal expense if
certain conditions are met. Anong other required conditions, the LTCIC can only
provide |long-termcare services to chronically ill individuals and nust be

prescribed by a licensed health care practitioner.

Because state-naintained |long-termcare plans are not insurance contracts per se,
special rules apply. State-maintained |ong-termcare plans have the sane
requirements as LTCI C except that the state-maintained plan nust:

Be established and maintained by a state or instrunentality thereof,

only provide qualified | ong-termcare services as defined under qualified
LTCl Cs, and

only provide coverage to an enpl oyee or forner enpl oyee of the state (or any
political subdivision or instrunentality thereof) and the spouse or certain
dependents of the enpl oyee or forner enpl oyee.

If the state-nmaintained plan does not neet all of the above requirenents (e.g.,
provi des coverage to an individual other than an enpl oyee or former enployee or
spouse or certain dependents of the enployee or forner enployee), the costs of a
state-mai ntai ned plan would not qualify as a nedical expense under federal |aw

The eligible nedical expense deduction for long-termcare insurance is |limted as
foll ows:

I ndi vi dual s age of Limtation
40 or |ess $ 200
More than 40 but | ess than 50 375
More than 50 but | ess than 60 750
More than 60 but |ess than 70 2,000
More than 70 2,500

Federal and California | aw provides that the gross incone of an enpl oyee does not
i nclude the value of enployer-provided accident and health insurance. The

enpl oyer may deduct the cost of the enployee’'s health insurance as an ordinary
and necessary busi ness expense.

Further, current [aw allows self-enployed individuals to deduct a certain
percentage of the cost of health insurance fromgross inconme. Under federal |aw
the current deductible percentage is 60% under state |law the current deductible
percentage is 40% Under both federal and state | aw, the deduction from gross
incone is not allowed if the individual or individual’s spouse is eligible to
participate in any subsidized health plan of any enpl oyer of the individual or

i ndi vidual s spouse. Under both federal and state |l aw, the cost of health

i nsurance not deductible fromgross incone because of the deductibl e percentage

or other limtations may be deducted as an item zed deduction subject to the 7.5%
of AG fl oor.
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Federal and state |aw also provides that gross inconme does not include
rei mbursenment of a medi cal expense that was not deducted in any taxable year.

Finally, under both federal and California | aw, the deduction of nedical expenses
or exclusion fromincone as discussed above applies to the individual taxpayer,
t he taxpayer’s spouse and their dependents.

This bill would provide that the taxpayer’s donestic partner be treated as the
spouse of the taxpayer for purposes of determning the nedical expenses:

deducti ble as an item zed deduction

deducti bl e as an adjustnment to gross incone for self-enployed individual health
i nsur ance,

excl udabl e from gross inconme as enpl oyer-provi ded acci dent and heal th

i nsur ance.

excl udabl e as nedi cal expenses reinbursenment if the expense was not previously
deduct ed.

deductible as long-term health care insurance.

Donestic partner woul d be defined by reference to Family Code 8297. The current
Fam |y Code does not have a section 297. AB 26 (M gden), introduced on Decenber
7, 1998, would add Section 297 to the Famly Code. As proposed to be added by AB
26, Fam |y Code Section 297 woul d define domestic partners as two adults in a
domestic partnership that satisfies all of the follow ng requirenents:

(1) Both persons “have a common residence,” which is defined to mean that two
peopl e are cohabitants. It is not necessary that the legal right to possess
the common residence be in both of their nanes. Two people are cohabitants
even if one or both have additional residences. Donestic partners do not
cease to be cohabitants if one | eaves the common residence but intends to
return.

(2) Both persons agree to be “jointly responsible” for each other's *“basic
living expenses” during the donmestic partnership. Jointly responsible neans
that each partner agrees to provide for the other partner's basic living
expenses if the partner is unable to provide for herself or hinself. Anyone
to whom t hese expenses are owed may enforce this responsibility. "Basic
living expenses" nmeans food and shelter. It also neans any other cost, such
as nedical care, if sone or all of the cost is paid as a benefit because a
person i s another person's donestic partner.

(3) Neither person is married or a menber of another donestic partnership.

(4) The two persons are not related by blood in a way which would prevent them
frombeing married to each other in this state.

(5) Both persons are at |east 18 years of age.

(6) Both file a Declaration of Donestic Partnership with the Secretary of State
pursuant to Division 2.5 (Donestic Partner Registration) of the Famly
Code.

SB 75 (Murray), as introduced on Decenmber 7, 1998, would provide the sane
definition of donestic partners but under a different Fam |y Code section

| npl ement ati on Consi derati ons

This bill uses the definition of domestic partner as proposed in AB 26. If
a section defining donmestic partners is not added to the Fam |y Code as
Section 297 of that code, the departnent could not inplenent this bil

wi t hout further anendnent.
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FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

This proposal is estimated to inmpact PIT revenues as shown in the foll ow ng
t abl e.

Fi scal Year Cash Fl ow
Taxabl e Years Begi nning On and After January 1, 1999
Enact ment Assumed After June 30, 1999
$ MIlions
1999-00 2000-01 2001-02 2002- 03
(%1) (%1) (%1) (%1)

Thi s anal ysis does not consider the possible changes in enpl oynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

Revenue Di scussi on:

To account for the increased exclusion anpbunts, it was assuned that: half of
all domestic partners had been in a prior relationship, half of those
relationships resulted in a child, and half of those children are living
with a parent who is also a donestic partner. This resulted in the addition
of about 1,250 children in those rel ati onshi ps where the partners’ enployers
contribute to health insurance policies which cover the child. The
foll owi ng di scusses the nethodol ogy and data used in the analysis of the

pr oposal

The revenue inpact of this proposal will depend on the amobunt currently
spent by enpl oyers to provide health benefits to donestic partners and the
average marginal tax rate applicable to that amount. Note that if this
proposal were to become law, it is possible that the nunber of enployers who
of fer health insurance benefits to their enpl oyees' donestic partners would
i ncrease significantly.

The anount spent by enployers to provide health benefits to donestic
partners is not known. The nunber of donestic partner policies is
estimated as descri bed bel ow.  About 480, 000 California househol ds are
headed by a non-senior citizen unmarried couple, or just under 1
mllion adults (this is the 1990 Census nunbers increased by overal
popul ation growth to 1997). |If 95% of these househol ds have at | east
one enpl oyed person and 75% of them have two working people, these
househol ds account for about 800, 000 j obs.

O the 800, 000 enpl oyed individuals, about 25% or 200,000, do not
have i nsurance through their enpl oynent (the statew de average of
wor kers with enpl oyer provided health insurance is 75% according to
the UCLA Center for Health Policy Research). However, given a 75%
probability that their working partner does have insurance, about
150, 000 working partners w thout insurance have a partner who has
enpl oyer - provi ded i nsurance.
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Accordi ng to background information provided by Senator Hayden for a
April 22, 1997, hearing, 7% of these househol ds are sane-sex and 93%
are opposite sex. Fromthis it could be assuned that about 10,000
same- sex househol ds and 140, 000 opposite sex househol ds have worki ng
partners who have enpl oyer-provided i nsurance. According to the
background i nformati on, when a conpany offers benefits to donestic
partners approxi mately only 1% of the enpl oyees sign up for the samne-
sex partners benefits and 3% of the enpl oyees for the heterosexua
unmarried partners benefits.

Applying the 1% for same sex and 3% for opposite sex statistics in the
background i nformati on noted above to the preceding yields an
estimated 4,000 working partners who are insured through their
partners’ work related insurance policies. In addition to working
partners of working partners, about 200,000 non-enpl oyed partners have
a working partner. O those working partners, about 150,000 of them
woul d be expected to be insured through an enploynent-rel ated policy.
Appl ying the 1% and 3% coverage rates noted above, there would be an
addi ti onal 5,000 (non-empl oyed) partners insured through their
partners’ work related insurance policies. This yields a total of
about 9,000 households directly affected by current law (4,000 with
two workers and 5,000 with one working partner). For this estimate,

it is assuned that this nunber nmay be rounded to 10, 000.

The i ssue now becones one of how nmuch incone is attributable to those

policies. If it is assunmed that enpl oyers would pay an average of
$1, 500 per year for a donestic partner’s health policy, enployer
contributions would anount to $15 million annually. |f the enpl oyee

is paying tax on that anount at an average margi nal tax rate of 6.5%
the tax on $15 mllion would anobunt to $1 mllion
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